• ERPT important for trade balance dynamics and business cycle transmission across countries.
• ERPT is important for policymakers.
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What we do
• We document an increasing disconnect between exchange rate and aggregate U.S. import prices:
-Corroborates evidence of Marazzi, Sheets, and Vigfusson (2005).
• Using DSGE model, we relate this growing disconnect to:
-Trade liberalization -lower tariff and transport costs; -foreign exporter's relative productivity.
• Key features -Pricing-to-market with variable demand elasticity that implies firm's pricing decision depends on prices of competitors: 8In closed economy: Kimball (JMCB, 1995) , Dotsey and King (JME, 2005) ; 8In international context: Bergin and Feenstra (JEL, 2001 ).
-Endogenous exporters entry/exit decisions:
8Melitz (2003), Bergin and Glick (2005) . 4 
Findings
• Factors leading to a greater trade integration account for a significant part of the increasing disconnect:
-Faster productivity growth abroad and reductions in trade costs have reduced MC of foreign exporters; -Our framework implies that low-cost exporters will choose a higher and more variable markup.
• Entry of firms tends to erode markups and lead to greater co-movement of exchange rate and import prices.
• Variations in exporters' markups along the intensive margin dominates the effect of entry.
• Approach is consistent with the view that trade integration induces an economy to become more competitive:
-Markups of domestic producers decline.
5 Data
• We focus on a price index for imported finished goods:
-An aggregation over end use categories of automotive products, consumer goods, and capital goods; -Excludes services, computers, commodities.
• Report an index of the price of imported finished goods relative to domestic consumer goods (durables and nondurables).
• Exchange rate:
-a 39 country trade weighted exchange rate with weights based on all non-oil imports. 
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DGE model
• DGE model in which 2 countries have similar structure.
• HH demand variety of domestic and foreign goods. Demand aggregator has non-constant elasticity of substitution (NCES).
• Firms are monopolistic competitors.
• Production is linear in labor: Y=Z*L.
• Trade costs allow firms to price-to-market.
• Endogenous export decision.
• Complete domestic and int'l financial markets.
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Household demand aggregator
• HH minimize total expenditures:
• D(.,.) allows for NCES across goods.
• C mt (i) indexed over i [0, ω t * ], where ω t * endogenously determined fraction of foreign goods.
Household demand • Demand curve for import good i:
• Γ is a price index for all of a firm's competitors:
Firm's pricing decision in domestic market
• Firms set prices at home and abroad. Problem for setting domestic price:
• In a symmetric equilibrium, the markup is given by:
• If η<0:
Export entry/exit decision of a domestic firm
• Each period, a firm faces a fixed cost of exporting, which varies with a good's type and is paid in units of labor:
• The entry decision is made before the realization of the shocks. Firms will decide to export if:
• Where profits in the foreign market are:
Calibration
• Z and D are assumed to be iid.
• Set η , σ z , and σ d so that, for 1980-89, we match σ y, σ pm/ σ RER and ρ(P m ,RER):
is pinned down on pre-1990 data.
• Set so that exporters' markup at home is about 20%.
• Set ρ so that the trade elasticity is 2.
• Set f so that the import share is 10% in the initial SS.
• Set so that the import share rises 4 ppt in the second SS.
• D=D * =1.1 in initial SS. Set the decline in Ds to 5 ppt.
• Set the level of foreign productivity 30% higher than at home in the second SS. • Linearized:
• The direct measure of pass-through:
• With η<0, low-cost firms have lower relative prices, higher markups, and lower direct pass-through. a Weighted-average tariffs are calculated as simple averages across non-fuel and non-agricultural products, weighting by each country's import share. Source: Unctad (http://globstat.unctad.org/html/index.html). b Decline refers to the difference between columns 2 and 4. c Asia including Japan.
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Tariffs in developing countries have fallen about 10 ppt since the mid-1980s • The markup is defined by: Outline of the talk
• Document the increasing disconnect between U.S. import prices and exchange rates.
• Provide evidence on falling tariffs and transport costs and changes in relative productivity across countries.
• Describe the DGE model.
• Present the results.
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ERPT in partial equilibrium • We measure trade costs using evidence on transport costs and tariffs.
• 1.8 %
